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In this paper, I investigate the financial stability over the past decade and to see if the reforms 
outlined in Cambodia were successful in making the financial system less fragile based on the 
fact that financial stability has become an important engine of growth for all economies 
especially developing economies. The study seeks to find out the state of financial development 
as well as possible means of achieving a more developed and stable financial system in 
Cambodia. I employed eight variables including monetary aggregate, real interest rate, bank’s 
capital adequacy, bank’s liquidity ratio, standalone credit rating, concentration focus on bank’s 
lending activities, bank credit to the private sector as percentage of GDP and the non-performing 
loans to measure the financial stability and development in Cambodia over the decade. The 
study revealed that there has been substantial growth in the financial system although the 
country experienced some struggles in some years such as the periods when financial system 
was fragile. However, this did not hinder the development process in the financial system over 
the years. By developing a financial stability indicator and a critical threshold value, using the 
simple average to aggregate information from different time-series into one single time series, it 
shows that the reforms outlined in Cambodia to make the financial system more efficient and 
stable at the beginning of the century were successful in making the financial system less fragile. 
According to the stability indicator, the system has become more stable over the past decade and 
is now below the threshold of danger from instability. Moreover, financial system reform is 
essential for development in Cambodia as well as a tool for poverty reduction in the country. 
The reform is geared towards the development of the banking system as it promotes investment 
and financial stability. Furthermore, a developed banking system helps eradicate the problem of 
non-performing loans which pose as one of the threats to the banking system. Banks have played 
enormous roles by acting as intermediaries between lenders and borrowers as well as savers and 
investors. Cambodia started the banking sector reform by adopting the blueprint strategy that 
provides the feedback on some areas in the financial system that needs development in the 
country. As the financial system in Cambodia develops over the years, poverty and 
unemployment rates declined sharply. Cambodia is regarded as one of the fastest growing 
economy in the world today, and the financial system reform cannot be left out in explaining the 
reasons behind Cambodia’s recent success; through growth in investments as well as banks 
assets to the GDP. However, Cambodia’s financial system still needs some more reforms in the 
financial market such as the stock exchange and the bond markets.  
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Chapter 1 Introduction 
1.1 Introduction 
Cambodia has suffered from several wars such as civil war and Vietnamese invading war 
which destroyed almost everything in the country. However, after the Paris Peace Accords 
in 1991, it was the time that peace came to Cambodia which contributed to political 
stability in the country. After that, there were a lot of structural reforms such as the start of 
a transitional period, an economy based on foreign aid, strong foreign investment 
performance in the garment industry, the effect of Asian currency crisis and ASEAN 
regional integration from 1991-2001. But the government believed that it had not enough 
to develop the country. Therefore, in 1999, the Cambodian government adopted the Vision 
and Financial sector development plan for 2001-2010, which is the long-term strategy for 
financial sector development in Cambodia. The government believes that the financial 
system has played an important role in the economy because according to Franklin Allen 
and Douglas Gale (2001), “Financial systems play an essential role in allocate investment 
funds among firms and transferring household savings to the corporate sector, especially, 
they allow households and firms to share risks”. In addition, there are several types of 
financial systems which do appear in Cambodia such as banks, insurance, investment 
funds and real estate firms. However to have a healthy and developed financial system, 
there needs to be financial stability because as point out by Garry J. Schinasi (2004) states 
that “financial stability plays the main role in developing the economy and resistance to 
shocks”. 
It’s still in doubt if the reforms outlined in Cambodia to make the financial system more 
efficient and stable were successful in making the financial system less fragile. The study 
therefore seeks to poses these questions:  
- How financial stability developed over the past decade during which reforms were 
implemented? 
- Which reforms are currently envisaged? 



















The study is built up as follows; Section 1.1 provides an introduction of Cambodia’s 
structural reforms and the importance of financial system; Section 1.2 outlines the review 
of related literature and Section 1.3 my motivation on the topic. Section 2 describes the 
financial system in Cambodia and Section 3 investigates the financial stability. Section 4 
followed with the empirical part describing and analyzing the financial stability in 
Cambodia and Section 5 finally concludes. 
1.2 Literature review 
As in the introduction, financial systems play an important role in the economy but as 
mentioned, to have a good and developed financial system; it requires having a financial 
stability. There are several opinions on financial stability. First, according to the European 
Central Bank (2012), “financial stability is helpful in making the financial system be able 
to resistance to shocks, therefore, it reduces the likelihood of disruptions possibly in the 
financial intermediation process that lead to the allocation of savings to profitable 
investment opportunities”. Second, the bank of Norway (2003) states that “financial 
stability shows that the financial system is strong in sustaining the whole economy, in 
terms of financial intermediation, adequate redistribution of the risks, and operation of the 
payment systems”. Third, Deutsche Bundesbank (2003) defines “financial stability is a 
condition when the financial system may be able to achieve its principal economic 
functions effectively by minimize risks and maintain the systems of payment”. Fourth, 
Mishkin (1991) states that “Financial Stability is an efficient allocation of saving to 
investment opportunities”. Fifth, the Bank of England (2009) state that a “Financial 
stability may lead to the wider economy from sustaining critical services, the provision of 
credit, payments and insurance against risk in every situation”. Sixth, the Oesterreichische 
Nationalbank, Austria’s central bank (2012) state that “financial stability refers to the 
condition in which the financial markets fulfill their allocation function in a satisfactory 
manner even in the situation of shocks”. Finally, financial stability could be able to omit a 
financial crisis or the “perfect functioning of the key elements in order to create the 
financial system”
1
. Overall, financial stability is useful to analyze the case of financial 
reforms for Cambodia. 
 
                                                          



















In the present time, Cambodia has been developing a lot of measures to reduce the 
poverty, reduce the unemployment rate and improve the economy. So in my opinion, the 
government has financial reforms because the financial system plays an important role in 
the development of an economy. However, there are two sides of financial liberalization. 
First, according to Jayati Ghosh (March 14-15, 2005) stated that “financial liberalization 
can possibly increases investments and creating credits, especially, provides the flexibility 
of banking and financial institutions while permitted the improvement number of 
institutions”.  
Second, Jayati Ghosh (October 2005) also stated that “financial liberalization can 
increases risks such as both external and internal of a propensity of financial crisis and a 
deflationary impact on real economic performance”. However, 'Cambodia decided to 
liberalize/reform its financial system to increase economic growth. But the recent financial 
crisis has shown that liberalized financial systems can also have a downsides effect that is, 
they can be prone to breakdowns which harm economic growth. In this thesis I investigate 
if the reforms outlined in Cambodia to make the financial system more efficient and stable 



















Chapter 2 The financial system in Cambodia 
This section describes the financial system in Cambodia looks like now. The financial system 
in Cambodia includes banks, investment funds, insurance companies and real estate. First, a 
bank is the financial intermediary that accepts deposits from the depositors and lends it to 
borrowers with interest rate. Second, however, investment funds are investment vehicles that 
are created in purpose to collecting assets from investors and channel those assets into stock, 
bond and other securities. Third, in addition, insurance companies are companies that offer 
insurance policies such as life insurance, health insurance or auto insurance to the public. They 
do so by selling directly to the individual customer or through the employee’s benefit plan. 
Finally, real estate is property consisting of land, buildings, housing and natural resources such 
as crops, minerals, or water. As in the figure 1, the banking industry plays an important role as 
its total assets accounted for 49% of the GDP which measures the income of everyone in the 
economy and, equivalently, the total expenditure on the economy’s output of goods and 
services. Whereas the insurance industry plays a very small role in the financial sector, the 
money and capital markets are non-existent in Cambodia and especially, the total assets of the 
insurance industry contributed less than 1% of the GDP. Moreover, there were just a few 
investment funds created in 2007-2008. Real estate has been combined into the construction 
sector. Furthermore, in order to support the financial development and the economic growth in 
Cambodia, it is important to have an efficient, safe and effective banking sector. During the 
Asian financial crises from 1997-1998, unsafe banks can lead to the financial crises of the 
systemic, the collapse of the economic and massive permanent economic losses. Therefore, the 
goal is to maintain the financial stability through developing an effective financial safety net, 
focusing on financial stability, banking regulation and supervision, and depositor protection. 
Financial system such as financial institution and financial markets had destroyed and 
disappeared from the land of Cambodia during the civil war more than three decades ago, 
therefore, after the war ended in 1979 and after the transition, the National Bank of Cambodia 
was re-established on October 1980 as the central bank of the country. It plays two main 
important roles in the context by acting as a supervisory authority over the commercial banks 
in Cambodia and as a monetary authority
2
. However, there are three categories of financial 
institutions such as commercial banks, specialized banks and microfinance institutions (MFIs).




















Chapter 3 Investigating financial stability 
This section describes about the ways to analyze a financial stability. According to the set of 
financial soundness indicators developed by the IMF (2006)
3
, “there are eight factors used to 
analyze a financial system’s stability”. Moreover, these eight measurements are monetary 
aggregate, real interest rate, bank’s capital adequacy ratio, liquidity ratio, standalone credit 
ratings, bank’s lending activities, the bank credit to the private sector and the bank’s non-
performing loans ratio. Therefore, each measurement is going to be described in detail as the 
following: 
First, Milton Friedman states “monetary aggregates can signal the pressure of the inflation rate 






 )”. So when the quantity of money increases 
much more than output growth (y), the primary determinant of the inflation increases. From 
International Financial Statistics and world bank (2011), “Countries with high money supply 
growth such as Turkey (money supply growth rate is 15.2% and Inflation rate is 6.47% in 
2011) and Belarus (money supply growth is 121.24% and inflation is 53.23% in 2011) tend to 
have high inflation, whereas countries with low money growth such as Singapore (money 
supply growth is 9.99% and inflation is 5.24% in 2011) and Switzerland (broad money growth 
is 11.23% and Inflation is 0.23% in 2011) tend to have low inflation”. 
Second, the real Interest rate measures the cost of credit and its ability to attract deposits and 
sustainability of debt. If it is negative, it means that banks will struggle to attract deposits. The 
Fisher effect, “Real interest rate is the nominal interest rate minus the inflation rate (r=i-π)”. It 
measures the real cost of borrowing and determines the quantity of investment. The higher 
interest rate induces people to save more, which in turns allow investment to rise. It is also the 
case that people tend to invest more money in real estate such as purchasing the houses or 
buildings than depositing money in the bank, so it will decrease the real interest rate but GDP 
will still keep growing.  
Third, the bank’s capital adequacy ratio measures a bank’s capital cushion size to address 
expected or unexpected losses. It points to potential defaults and if this ratio is excessively low, 
it can cause a banking crisis. If it is low then the bank will face too much liability and tend to 
bankrupt afterward. 
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Fourth, the liquidity ratio which measures the banks’ readily available short term resources 
may be used to meet short term obligations and may lead to a systemic crisis if this ratio is 
excessively low. If it is low then the bank also faces too much liability, which can lead the 
bank to default.  
Fifth, standalone credit ratings are likely to influence the banks’ future funding costs and 
coincident indicator of the banks’ condition. It shows whether the bank has the ability to pay 
back the money to depositors. If it increases, the bank has a stable financial system.  
Sixth, concentration/systemic focus of the banks’ lending activities may proxy for speed of 
spread of shocks in the economy. It measures diversification or concentration of bank’s lending 
strategy. It is important for the bank to have a good lending strategy because if the bank loans 
too much money, then it can face a default when the bank has no ability to pay back to 
depositors who want to withdraw the huge amount of money.  
Seventh, the bank credit to the private sector refers to the ability of the bank in lending the 
money to the private sector. It is useful to measure the financial strength of the country if it still 
keeps going up every year because of the more investments. It measures banking sector depth 
and financial sector development in terms of size. Governments may hold international 
reserves as deposits in the banking system rather than in the central bank in a few countries. 
Eight, the bank’s non-performing loans ratio is a measure of bank health and efficiency, helps 



















Chapter 4 Empirical part 
This section describes about the analysis and investigation of the financial stability. I will try 
to investigate all measures that I have discussed in the previous chapter to see if the reforms 
outlined in Cambodia to make the financial system more efficient and stable at the beginning 
of the century were successful in making the financial system less fragile. There are eight 
measures and nine metrics as outlined. 
4.1 Data and Methodology 
-  Monetary aggregates 
 
Sources: World Bank4 
The money supply growth in Cambodia shown in the graph above is the annual percent 
increase in M2, also known as 'broad money' or 'money plus quasi money'. The M2 measure 
includes the money in circulation as well as bank deposits such as checking, time, and 
savings accounts. When the government prints too much money, it will cause high inflation 
because of high money supply. For example: the graph above shown that in the year 2003, 
when the money supply was 15.43%, the inflation was 1.21% and in year 2004, when the 
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money supply was 28.35%, the inflation was 3.92%. This means that when the money supply 
is higher, it leads to higher inflation.  
However, according to the quantity theory of money, if economy growth is strong, the 
increase in monetary quantity can leads to strong growth without causing inflation, for 
instance, such as in 2005, the money supply rose up from 15.82% to 40.55% in 2006 but the 
inflation increased just by a small number from the previous year because the economy of 
Cambodia grew strongly during that period. Moreover, according to Michael Pento, “A high 
unemployment rate correlates to a high rate of inflation” so as in the appendix 7, we see that 
in 2005, the unemployment rate was 1% higher than other years causing a higher price and 
leading to higher inflation.  Similarly, in year 2008 and 2011, the money was just 5.45% and 
3.94% but inflation was 25% and 5.48% respectively. The inflation rate was higher than the 
money supply because in 2008, it was the election period, and it caused political instability. 
In 2011, there was a natural disaster, so people tried to buy some goods to keep in their house 
in case any problems occur so it caused the supply to be less than the demand. Manufacturers 
were also producing goods at a slower rate than people were demanding goods. According to 
the demand-pull theory, when supply is less than the demand, prices go up. These problems 
caused the higher inflation.  
Overall, we see that the money supply growth rate in Cambodia over the past decade was 
higher than the rate that IMF set, if it is higher than 17%, the financial system considered to 
be in danger. However, the inflation rate was under control for Cambodia except, in 2008 
which was 25% higher than the rate that the IMF set which is just 7.5%. So in 2008, 
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